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STATEMENT OF THE CASE

Part I of this brief is devoted to the proposition

that the only question presented to this Court is

—

do the facts found support the judgment?

Part II of this brief goes into the merits of the

case, if the Court feels that the case, on the record,

may be so considered.



In the United States District Court for the Western

District of Washington, Northern Division, the legal-

ity of corporation income taxes for the years 1924

and 1925 were involved. The Court held with the

appellant (plaintiff below), hereinafter referred to

as the plaintiff, as to the year 1924, and entered a

judgment accordingly in the sum of $10,007.17 with

interest and costs (R. 28). This portion of the judg-

ment is not involved in this appeal.

As to the year 1925, however, the Court denied the

plaintiff relief and held in favor of the appellee (de-

fendant below^), hereinafter referred to as the de-

fendant. This appeal is taken from this portion of

the judgment.

In 1924 the plaintiff secured certain bonds of the

Fruitland Irrigation District, a Washington corpora-

tion, and in 1925 the reorganization and refinancing

of the district was deemed advisable and the plaintiff

contributed $11,496.00 as its share of the expense

necessary to accomplish this purpose. In determining

its taxable income for the year 1925 the plaintiff

deducted this amount as an ordinary business ex-

pense, which deduction was denied by the Commis-

sioner of Internal Revenue on the theory that it was

a capital expenditure and, therefore, not deductible

as an ordinary expense item.



Furthermore, for the year 1925 the plaintiff estab-

lished a reserve for bad debts in the sum of $100,-

000.00 to offset a debt alleged to have been ascertained

to be worthless and charged off during that taxable

year. This deduction was denied by the Commis-

sioner on the theory that the debt was neither ascer-

tained to be worthless in 1925 nor charged off in

that year.

The Court below sustained the Commissioner in

regard to both of these propositions and entered judg-

ment accordingly.

From the judgment so entered this appeal is prose-

cuted.

QUESTIONS PRESENTED

1. IS ANY REVIEWABLE QUESTION PRESENTED TO
THIS COURT BY THE PRINTED RECORD IN THIS CASE
OTHER THAN THE QUESTION OF WHETHER OR NOT THE
FACTS FOUND SUPPORT THE JUDGMENT?

2. IS THE SUM OF $11,496.00 PAID BY THE PLAINTIFF
TO THE FRUITLAND SECURITIES COMMITTEE IN 1925

DEDUCTIBLE IN THAT YEAR AS A BUSINESS EXPENSE?

3. IS THE ADDITION OF $100,000.00 TO THE RESERVE
FOR BAD DEBTS ACCOUNT, CARRIED ON THE BOOKS OF
THE PLAINTIFF, FOR THE YEAR 1925 JUSTIFIABLE?

STATUTES

Revenue Act of 1926:

"Sec. 234. (a) In computing the net income of a
corporation subject to the tax imposed by Section 230
there shall be allowed as deductions

:



(1) All the ordinary and necessary expenses paid

or incurred during the taxable year in carrying on

any trade or business, including a reasonable allow-

ance for salaries or other compensation for personal

services actually rendered, and including rentals or

other payments required to be made as a condition to

the continued use or possession of property to which
the corporation has not taken or is not taking title,

or in which it has no equity

;

"(5) Debts ascertained to be worthless and charged

off within the taxable year (or in the discretion of the

Commissioner, a reasonable addition to a reserve for

bad debts) ; and when satisfied that a debt is recover-

able only in part, the Commissioner may allow such

debt to be charged off in part."

U. S. C, Title 28, Sec. 773:

"Issues of fact in civil cases in any district court

may be tried and determined by the court, without
the intervention of a jury, whenever the parties, or

their attorneys of record, file with the clerk a stipula-

tion in writing waiving a jury. The finding of the

court upon the facts, which may be either general or

special, shall have the same effect as the verdict of

a jury."

U. S. C, Title 28, Sec. 875:

"When an issue of fact in any civil cause in a dis-

trict court is tried and determined by the court with-
out the intervention of a jury, according to Section

773 of this title, the rulings of the court in the prog-
ress of the trial of the cause, if excepted to at the
time, and duly presented by a bill of exceptions, may
be reviewed upon a writ of error or upon appeal ; and
when the finding is special the review may extend to

the determination of the sufficiency of the facts found
to support the judgment."



Regulations

:

Art. 154, Regulations 65

:

''Worthless securities.—Where bonds purchased be-

fore March 1, 1913, depreciated in value between the

date of purchase and that date, and were in a later

year ascertained to be worthless and charged off, the

owned is entitled to a deduction in that year equal to

the cost of the bonds. Bonds purchased since Febru-

ary 28, 1913, when ascertained to be worthless, may
be treated as bad debts to the amount actually paid

for them. Bonds of an insolvent corporation secured

only by a mortgage from which on foreclosure nothing

is realized for the bondholders are regarded as ascer-

tained to be worthless not later than the year of the

foreclosure sale, and no deduction for a bad debt is

allowable in computing a bondholder's income for a

subsequent year. A deduction for a bad debt based

upon the value of the debt on March 1, 1913, is allow-

able only when such value is established to the satis-

faction of the Commissioner.

''A taxpayer (other than a dealer in securities)

possessing ddbts evidenced by bonds or other similar

obligations can not deduct from gross income any

amount merely on account of market fluctuation.

Where a taxpayer ascertains, however, that due, for

instance, to the financial condition of the debtor, or

conditions other than market fluctuation, he will re-

cover upon maturity none or only a part of the debt

evidenced by the bonds or other similar obligations

and is able to so demonstrate to the satisfaction of

the Commissioner, he may deduct in computing net

income the uncollectible part of the debt evidenced

by the bonds or other similar obligations."

Art. 155, Regulations 65:

''Reserve for bad debts.—Taxpayers who have,

prior to 1924, established the reserve method of treat-

ing bad debts and maintained proper reserve accounts



for bad debts, may deduct from gross income a reason-

able addition to such reserves in lieu of a deduction

for specific bad debt items. A taxpayer who, in

accordance with Article 151, or upon securing per-

mission from the Commissioner, adopts the reserve

method of treating bad debts, shall determine the

amount of the reserve that should reasonably have

been set up at the close of the preceding taxable year

(which shall not 'be deducted in computing net in-

come) and for the current and subsequent taxable

years may add a reasonable addition to such reserve

and deduct the amount so added from gross income in

computing taxable net income. Where a reserve ac-

count is maintained, debts ascertained during the tax-

able year to be worthless in whole or in part, (a) if

such debts were outstanding at December 31, 1920,

or (if the taxpayer properly changed to the reserve

method) prior to the taxable year in which the change

of method takes place, should be charged against the

reserve and may be deducted from income, in accord-

ance with Article 151; (b) if such debts arose after

December 31, 1920, or after the beginning of the tax-

able year in which the change of method took place,

should be charged against the reserve, and not de-

ducted from income. What constitutes a reasonable

addition to a reserve for bad debts must be determined

in the light of the facts, and will vary as between
classes of business and with conditions of business

prosperity. A taxpayer using the reserve method
should make a statement in his return showing the

volume of his charge sales (or ciher business transac-

tions) for the year and the percentage of the reserve
to such amount, the total amount of notes and ac-

counts receivable at the beginning and close of the

taxable year, and the amount of the debts which have
been ascertained to be wholly or partially worthless
and charged against the reserve account during the
taxable year."



Art. 292, Regulations 65

:

*^Capital expenditures.—Amounts paid for increas-

ing the capital value or for making good the deprecia-

tion (for which a deduction has been made) of prop-

erty are not deductible from gross income. See Sec-

tion 214 (a) (8) of the statute and Article 161.

Amounts expended for securing a copyright and
plates, which remain the property of the person mak-
ing the payments, are investments of capital. The
cost of defending or perfecting title to property con-

stitutes a part of the cost of the property and is not
a deductible expense. The amount expended for archi-

tect's services is part of the cost of the building.

Commissions paid in purchasing securities are a part
of the cost price of such securities. Commissions paid
in selling securities are an offset against the selling

price. Expenses of the administration of an estate,

such as court costs, attorney's fees, and executor's

commissions, are chargeable against the corpus of the

estate and are not allowable deductions. Amounts to

be assessed and paid under an agreement between
bondholders or stockholders of a corporation, to be
used in a reorganization of the corporation, are in-

vestments of capital and not deductible for any pur-
pose in returns of income. See Article 543. An
assessment paid by a stockholder of a national bank
on account of his statutory liability is ordinarily not
deductible but, subject to the provisions of the statute,

may in certain cases represent a loss. As to items
not deductible by corporations, see Section 235 and
Articles 581 and 582."

STATEMENT OF THE FACTS

The plaintiff, the Continental Pipe Manufacuring

Company, a corporation, engaged in the manufactur-

ing of wood stave pipe and flumes, as payment for

certain materials and labor supplied by it to the



Fruitland Irrigation District, received certain bonds

of that District. The work had been done with the

hope that the system would be so improved as to sup-

ply sufficient water to cover all of the lands in the

District. It developed, however, after completion of

the reconstruction of this irrigation system that the

water could not be supplied in the estimated quan-

tities to all of the land, and for this reason and be-

cause of the failure of the District to pay interest

coupons promptly, and because of the outlook in 1925

a committee was organized designated as the Fruit-

land Securities Committee, the object of which was

to refinance and reorganize the District and put it

on a basis which would enable it to pay its bonded

indebtedness. This commiteee started functioning

about November 5, 1925, and to meet its expenses an

assessment was levied on the bondholders of the Dis-

trict. The proportion due from the plaintiff because

of this assessment was $11,496.00. This item, it is

alleged, was a business expense of the plaintiff for

the year 1925 but has not been allowed as such. It

has, however, been allowed as a capital expenditure

by the Commissioner of Internal Revenue.

In 1924 the plaintiff contracted to supply materials

for the construction of a pipe line to carry water from

an artesian well known as the Tisdale Well, to the

Sale Creek oil field in Wyoming. Material was fur-



nished and as payment therefor plaintiff received

bonds of the Intermountain Water and Power Com-

pany, the owner of the well, at a par value of $200,-

000.00. These bonds were received at 80 and were

entered on the books of the plaintiff at $160,000.00.

At the end of 1925 these bonds in the amount of

$139,924.11 were held by the plaintiff and in addition

thereto the Intermountain Water and Power Company

owed the plaintiff $51,518.02 on notes and open ac-

count, making a total indebtedness on December 31,

1925, of $191,442.13.

To take care of a possible loss on this account the

plaintiff set up on its books for the year 1925 a spe-

cial reserve of $100,000.00. This special reserve was

denied by the Commissioner of Internal Revenue.

ARGUMENT
PART I.

1. THE ONLY QUESTION REVIEWABLE BY THIS COURT
UPON THE RECORD IN THIS CASE IS WHETHER OR NOT
THE FACTS FOUND SUPPORT THE JUDGMENT.

The Bill of Exceptions (R. 30) does not contain a

single objection made or exception noted by the plain-

tiff, and, therefore, does not conform to Rule 10 of

this Court, nor does it contain any exceptions to the

Findings of Fact or Conclusions of Law rendered by

the Court below. Furthermore, the plaintiff did not

make a motion for judgment. The result is that the
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only reviewable question is—do the facts found sup-

port the judgment—and the evidence adduced at the

trial of this case is not before this Court.

It is well settled that where special findings of fact

are made and no objection made or exceptions to the

rulings of the court noted, the only question is whether

the facts found support the judgment. It was so

decided in the following cases:

C. R. I. & P. R. R. Co, V. Barrett, 190 Fed.

118, 123, and cases cited.

Smith V. Sac County, Iowa, 11 Wall. 139, 146.

Fleischmann Construction Co. v. U. S., 270 U.

S. 349.

Macomber v. Goldshwaite, 22 Fed. (2d) 638.

It should be noted that the plaintiff requested addi-

tional special findings of fact (R. 21) and when

certain of them were denied reserved exceptions to

such rulings (R. 27). Plaintiff also reserved an ex-

ception to a portion of original finding of fact No. 9

(R. 29). The trial of this case was held on April 15

and 16, 1931. The decision of the lower court was

promulgated July 16, 1931 (R. 15). The plaintiff

requested additional findings of fact on August 27,

1931, and some of them were allowed on the following

day, August 28, 1931 (R. 25), but none of the objec-

tions made and exceptions noted are contained in the

Bill of Exceptions.
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In the cases above cited it is held that exceptions

must be presented in the Bill of Exceptions if a re-

view is to be had of them, inasmuch as Section 875

U. S. C. Annotated, Title 28, supra, provides that

"the rulings of the court in the progress of the trial

of the cause, if excepted to at the time, and duly

presented by a Bill of Exceptions, may be reviewed
* * * upon appeal;"

Section 773 U. S. C. Annotated, Title 28, supra,

provides for the trial of a civil case by the court with-

out the intervention of the jury when the parties so

stipulate in writing, as was done in this case, and

that the Findings of Fact of the Court which may be

either general or special shall have the same effect

as the verdict of the jury. That is to say, the Find-

ings of Fact are conclusive unless exceptions are taken

"at the time and duly presented by the Bill of Ex-

ceptions."

In the instant case special Findings of Fact were

made by the Court, but this does not relieve the plain-

tiff of the necessity of taking exceptions to adverse

rulings during the trial and incorporating them in

the Bill of Exceptions.

The foregoing applies to the printed record con-

cerning the "Intermountain Water and Power Com-

pany" (Appellant's Brief, page 10), and generally

to the "Securities Committee expense" (Appellant's
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Brief, page 5). Referring specifically to the last item

it is submitted that the record presents as to this

item

No question to this Court for review.

This so-called expense amounted to $11,496.00

which the lower court found (Finding No. 6, R. 19)

plaintiff advanced to the Securities Committee in

1925, and determined as conclusion of law (3) (R.

21) that this amount was not deductible as an ex-

pense. There was no objection made or exception

noted to this finding or conclusion. The plaintiff, in

Paragraph VIII of its "Proposed Additional Find-

ings'* (R. 24), requested an additional finding on this

point which the Court allowed in part and denied in

part. (Paragraph IV "Additional Findings and Or-

der," R. 26). No objection was made or exception

noted to the refusal of the court to make the finding

as requested.

The result is that Assignment of Error 3 (R. 75),

being Assignment of Error 5 (Appellant's Brief, page

4) is unsupported and can not be considered by this

Court.

"The sixth Assignment, that the court erred in

directing the jury to find for the defendant, can not
be considered because there was no exception to the
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ruling of the court making such direction." Smith
V. Hopkins, 120 Fed. 920.

The cases cited by the plaintiff (Appellant's Brief,

page 11) do not support the proposition that a request

for special Findings of Fact and an exception to the

denial thereof duly entered is sufficient to bring up

the entire evidence because in each of those cases the

appellant had also made a motion for judgment which

of itself was sufficient to extend the review within

certain limits to a consideration of the evidence. Sar-

toris V. Utah Construction Company, 21 Fed. (2d)

(C. C. A. 9) 1; Griffin v. Thompson, 10 Fed. (2d)

(C. C. A.) 127; Bank v. Fidelity Deposit Company,

299 Fed. (C. C. A.) 478.

"It is established that a Bill of Exceptions can
not be used to bring up the oral testimony for review.

Dunsmuir v. Scott, (C. C. A. 9) 217 Fed. 200, and
cases there cited." Wilmington Steamboat Company
V. Sturgess (C. C. A. 3) 1932 C. C. H. pp. 8354, 8355.

It is, therefore, submitted that the only question,

if any, before this Court on the record in this case

is whether the facts found support the judgment

entered by the lower Court in connection with the

alleged loss on the Intermountain Water and Power

Company bonds.



14

PART 11.

I.

With full confidence in the position hereinabove set

out, but due to the possibility that this Court may

prefer to affirm the decision and judgment of the

lower court on the merits of the case, the following

is submitted:

II.

2. THE SUM OF $11,496.00 PAID BY THE PLAINTIFF TO
THE FRUITLAND SECURITIES COMMITTEE IN 1925 IS A
CAPITAL EXPENDITURE AND IS NOT DEDUCTIBLE AS
A BUSINESS EXPENSE OF THAT YEAR.

Section 234 (a) (1) of the Revenue Act of 1926

provides that in computing the net income of a cor-

poration there shall be allowed as deductions:

''1. All the ordinary and necessary expenses paid
or incurred during the taxable year in carrying on
any trade or business, including a reasonable allow-

ance for salaries or other compensation for personal
services actually rendered, and including rentals or

other payments required to be made as a condition

to the continued use or possession of property to which
the corporation has not taken or is not taking title,

or in which it has no equity."

The expenditure of this money which was, ad-

mittedly, made by the plaintiff for the purpose of

averting a possible loss on the Fruitland Irrigation

District bonds, can not be held to be an ''ordinary

and necessary expense paid or incurred during the
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taxable year * * * in carrying on any trade or

business." The trade or business of the plaintiff was

not bonds, not dealing in bonds ; it was a pipe manu-

facturing concern (R. 16, 25), and any expenditure

made for the purpose of protecting itself on these

bonds is something entirely foreign to its trade or

business, and the result is that this amount must be

considered as a capital expenditure rather than an

ordinary or necessary expense. If it is an expense

as claimed by the plaintiff, it is an extraordinary

expense, and under that category it can not be allowed

under the statute.

The regulations provide that capital expenditures

include, among other things, amounts to be assessed

and paid under an agreement between bondholders or

shareholders of a corporation to be used in reorgan-

ization of a corporation.

It will be noted that Article 292 of Regulations 65,

under the Revenue Act of 1924, supra, provides, in

part; that capital expenditures include ''amounts ex-

pended for securing a copyright and plates, which

remain the property of the person making the pay-

ments * * *^ * * *, The cost of defending or per-

fecting title to property * * *. The amount ex-

pended for architect services * * *. Commissions

paid in purchasing securities * * *, * * * ^^_
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penses of the administration of an estate * * *.

Amounts to be assessed and paid under an agreement

between bondholders or stockholders of a corporation,

to be used in a reorganization of the corporation, are

investments of capital and not deductible for any pur-

pose in returns of income. * * * an assessment

paid by a stockholder of a national bank on account

of his statutory liability is ordinarily not deductible

but, subject to provisions of the statute, may in cer-

tain cases represent a loss."

The same provisions are contained in the following

Regulations

:

Art. 282, Reg. 74, under Revenue Act of 1928.

Art. 292, Reg. 69, under Revenue Act of 1926.

Art. 293, Reg. 62 (1922 edition), under Revenue

Act of 1921.

Art. 293, Reg. 45 (1920 edition), under Revenue

Act of 1918.

It will be noted from the above that the rulings of

the Treasury Department on this question have been

consistently followed over a period of many years.

Under such circumstances the interpretation and

practice of the Department have the force and effect

of law and are deemed to have been recognized and

applied by Congress by the subsequent enactments of

the law without change in this particular. U. S.
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V, Hermanos y Compania, 209 U. S. 337, 339. Provo

V. U. S., 269 U. S. 443, at 458. U. S. v. Anderson,

269 U. S. 422, 439. Mason v. Routzahn, 275 U. S.

175, 178. Heiner v. Colonial Trust Company, 275

U. S. 232, 235. Security-First Nat'l Bank, etc., v.

Welch, 54 F. (2d) (C. C. A. 9) 323.

Inasmuch as this Securities Committee was organ-

ized to refinance and reorganize the District and put

it on a firm financial basis, this item unquestionably

falls within the provisions of the Regulations.

Where two stockholders owning over 49% of the

stock of a corporation purchased shares of stock in

the same corporation owned by an estate, and the

heirs agreed to discontinue litigation against the cor-

poration which was ruining its business, and the cor-

poration guaranteed said heirs a specified return for

ten years on said stock, the amounts paid pursuant

to said guaranty are not deductible as business ex-

penses but are capital expenditures. Newark Milk

and Cream Company v. Comm., 34 Fed. (2d) 854.

In Grain King Manufacturing Company, Petitioner,

V. Comm., 14 B. T. A. 793, the Board of Tax Appeals

said, in part:

"We have held that expenses of organization and
refinancing are not deductible as ordinary and neces-

sary operating expenses. Blumberg Bros. Company,
12 B. T. A. 1021; Clarence Whitman & Sons, Inc., 11
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B. T. A. 1192; Holeproof Hosiery Company, 11 B.

T. A. 547 ; Emerson Elec. Mfg. Company, 3 B. T. A.

932; First National Bank of St. Louis, 3 B. T. A.

807; and Logan-Gregg Hardware Company, 2 B. T.

A. 647."

This case was appealed to the Circuit Court of

Appeals for the Second Circuit but the appeal was

dismissed for lack of jurisdiction. 47 Fed. (2d)

608.

The fallacy of the argument of the plaintiff (Ap-

pellant's Brief, page 9) to the effect that this ex-

penditure is analagous to expenditures made for "a

salary of a collector, or fees of an attorney, or of a

watchman or caretaker to protect and conserve com-

pany property," is apparent upon its face. The items

specifically referred to are clearly expenses directly

connected with a business and incurred in carrying

on the trade or business, and are in the same class

as salaries, rents, etc.

The plaintiff has persistently contended that this

item is deductible as a necessary expense which, if

allowable, comes within the provisions of Section

234 (a) (1) of the Revenue Act of 1924, sMjrra. It

now asserts that if it is a capital expenditure it is

deductible as a loss under Sec. 234 (a) (4). The

amount having been expended in connection with the

Fruitland Irrigation District bonds, it would either
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come within the provisions of Section 234 (a) (4)

or 234 (a) (5) of the 1924 Act. But the decision of

the lower court determined that the plaintiff suffered

a loss in 1924 under Section 234 (a) (5) on these

Fruitland Irrigation District bonds. It was not de-

termined that the bonds were worthless and by this

voluntary expenditure made in 1925 the plaintiff

admitted that there was a possibility of a complete

recovery on these bonds. The record does not sub-

stantiate this item as a loss for 1925. Further, it was

not ascertained to be worthless and charged off during

that year as required by statute.

The court below found that under the statutes and

regulations and deduction of this item was properly

denied. This court should affirm that holding.

3. THERE IS NO BASIS FOR THE ADDITION OF $100,000

TO THE RESERVE FOR BAD DEBTS SET UP BY THE
PLAINTIFF FOR THE YEAR 1926.

There is no question but what in a proper case the

establishment of a reserve to take care of bad debts

is entirely within the provisions of the law. However,

it isn't sufficient for a taxpayer to say: '*I will make

an addition to my reserve for 1925 of $100,000.00."

He must be in a position to show that such an addition

is justified. This has not been done in the instant

case.
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The record shows that in 1924 the Continental Pipe

Manufacturing Company sold supplies to the Inter-

mountain Water and Power Company, and as a result

thereof acquired bonds of the said company to the

extent of $200,000.00 par value. These, however,

were acquired at 80 and entered on the books of the

plaintiff at $160,000.00. Further than that, on De-

cember 31, 1925, it held notes of the Intermountain

Water and Power Company to the extent of $36,-

739.29 and open account to the extent of $14,778.73,

making the total indebtedness under the bond issue,

notes and open account $191,442.13.

The record shows that the Intermountain Water

and Power Company was the owner of a large ar-

tesian well located about twenty miles north and

east of the Salt Creek Oil Field. After exhaustive

investigations and estimates had been made it was

determined by the owners of a well to pipe the water

to the Salt Creek field for the use of drillers and

individuals living at that point. From these estimates

it was calculated that the water could be piped to this

field and sold to the great financial advantage of the

company and the result was the line was installed but

has never produced up to the estimates made and has

not justified the large amount of money spent in the

construction thereof.
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Water was first delivered to the oil field on or about

January 1, 1925. In the middle of that year it was

evident that the income would not fulfill early expec-

tations. Due to the fact that the pipe line had been

hurriedly constructed during the winter months addi-

tional cost had been incurred and the installation was

not as good as it would have been had it been done

in the summer and under ordinary conditions. These

facts, together with the high pressure, caused a great

many breaks in the line and entailed considerable

outlay for upkeep. This additional expense had not

been contemplated and is another factor which re-

duced the anticipated income of the company. Fur-

thermore, in July, 1925, the Midwest Company, the

largest purchaser of water from the Intermountain

Water and Power Company, started to drill an oil

well in the Salt Creek Field with avowed purpose of

penetrating the Tensleep sand. This is the same

strata which was tapped by the Tisdale well belonging

to the Water Company and from which its water was

piped to the Salt Creek Field. This strata, however,

is not strictly a water-bearing sand, but also produced

a black oil and, as a matter of fact, wells drilled to

it in the Salt Creek Field had produced nothing but

black oil. When the Midwest Company started drill-

ing its well it was drilling for oil. At the time this

well was started no one knew whether water or oil
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would be secured. But the company started drilling

with the idea of bringing in an oil well. As the

drilling continued and when it reached a certain

strata the indications were that the well would pro-

duce water. Of course, if this well turned out to be

a water well and the water was usable by the Midwest

Company, who was the largest consumer of the water

company's water, its patronage would be lost at the

expiration of its contract. It had, however, entered

into a contract to take water from the water com-

pany for a period of three years beginning January

1, 1925. This contract provided for a minimum de-

livery of 5,000 barrels and a maximum of 40,000 bar-

rels a day. This well was brought in as a water well

during the week preceding February 13, 1926. The

water therefrom was very hot and of sulphur content.

After its use a short time the company abandoned it be-

cause it destroyed its pipe lines. The Midwest Com-

pany continued to purchase water from the water com-

pany until its contract expired on January 1, 1928, and

thereafter continued to use the water of the water com-

pany, but under an oral agreement at a reduced figure.

The record in regard to this item fails to show that the

bookkeeper of the company was instructed at any time

to make an entry on the books in regard to the addi-

tion to the reserve for bad debts. The record does
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not show that the directors of this company took any

action, as such, authorizing any action as to this

reserve.

We desire, at this time, to point out that while

we do not contend that the setting up of this addition

to the reserves must actually be made during the year

in which it is claimed, we do contend that the fact

that the books show that this entry was not made

until February 24, 1926, and that the water well

of the Midwest Company came in before February 13,

1926, indicates to us, if the Court please, that the

determining factor as to the worthlessness of these

obligations was the advent of the Midwest Company

water well, and that, as the record shows, was in

1926. That being true, the worthlessness of this debt

was not ascertained and it was not charged off in the

year 1925 as claimed.

Furthermore, the plaintiff claims that these bonds

were determined to be worthless on December 31,

1925, and were so entered in the books on February 24,

1926, but the record shows that beginning on March

13, 1926, and continuing to July 18, 1927, the plain-

tiff disposed of these very bonds which had been

acquired at 80, and which it is claiming to be worth-

less, at figures ranging from 72i/i>% to 90% of their

par value. The total par value of bonds disposed of
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on these sales was $51,500.00. The amount actually

received by the plaintiff was $41,905.00. In addition

to these sales, on December 31, 1924, the plaintiff had

disposed of $22,000.00 par of these bonds to J. 0.

Barr in satisfaction of an account Barr held against

it, and on January 26, 1925, disposed of $2,500.00

par value of these bonds at the same figure to one C.

D. Brook to whom it owed that amount of money.

The result is that in 1927 it owned $98,019.11 worth

of these bonds. It sold during 1926 and 1927 nearly

30% of the bonds it had secured.

It is submitted that these sales, starting as they

did, immediately after the entry was made on the

books, and continuing until in July, 1927, indicates

that these bonds were not worthless on December 31,

1925, and that the plaintiff knew that they were not

worthless.

It is submitted that the brief period of time which

expired between the date of this entry on the books,

February 24, 1926, and the first sale of these bonds

at 90, March 13, 1926, is highly significant.

Furthermore, plaintiff's Exhibit 5, being a Corpora-

tion Income Tax Return for the calendar year 1925,

sets out in line 18, "Bad Debts (from Schedule G)

$3,151.46," and Schedule G on page 2 thereof sets

out ''written off in 1925, $3,141.46." No mention is
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made of the loss here claimed in this item. However,

under item 22 there is set out "Loss on Intermountain

Water and Power Company bonds, $100,000.00."

(Italics supplied.) This is not in accord with the

present contention to the effect that this addition to

reserve in the sum of $100,000.00 covers, not only the

bonds, but notes and open accounts.

The regulations, Art. 155, supra, require that when

an addition to reserve for bad debts is made the

amount thereof must be determined in the light of the

facts and will vary as between classes of business and

with conditions of business prosperity. A taxpayer

using the reserve method, which the plaintiff used,

should make a statement in his return showing the

volume of his charge sales or other business transac-

tions for the year, and the percentage of the reserve

to such amount, the total amount of notes and ac-

counts receivable at the beginning and close of the

taxable year and the amount of the debts which have

been ascertained to be wholly or partially worthless

and charged against the reserve account during the

taxable year. This the plaintiff has not done. It has

arbitrarily added $100,000.00 to its reserve and has

not demonstrated why it was necessary to add that

amount. The testimony is unsatisfactory and not

convincing. The attitude of the company throughout

this controversy has been one of restraint and failure
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to comply with requests for the necessary information

upon which its claim could be properly considered.

This uncertainty is demonstrated by the entries on its

income tax return. It sets up its bad debts on the

return for 1925 as $3,151.46. It states that this

amount is charged off in 1925 and this return was

filed March 15, 1926, and was sworn to March 13,

1926. The basis upon which the amount of this addi-

tion to reserve was determined is not explained. The

Record shows that at the foreclosure proceedings

brought by the bondholders' committee in 1927 the

property was bought in by a bid arbitrarily deter-

mined in the sum of $298,000.00. The witness testi-

fied that the Continental Pipe Manufacturing Com-

pany held about 221/2% of the outstanding bonds of

the Intermountain Water and Power Company. This

doesn't mean anything because there is no showing

in the record as to how many bonds have been re-

deemed or anything of that character. It might be

that the amount at which the property was bid in on

the foreclosure sale was the total amount of the out-

standing bonds of the company, and that being true,

any loss which the Continental Pipe Manufacturing

Company suffered would not be determined until the

property was sold and its pro rata share of the pro-

ceeds received.
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In presenting its case to this Court the plaintiff

states (Appellant's Brief, page 27) that:

**1. The testimony establishes that both of the ex-

ecutive officers of the company determined upon the

deduction prior to the end of 1925, but that owing to

the nature of appellant's business, it was impossible

for it to definitely close its books exactly at the end
of the calendar year, because adjustments on account
of outstanding contracts had to be put through at a

later date."

The position of the defendant is as asserted at the

trial below ; we do not contend that the setting up of

this addition to the reserve must actually be made

during the year in which it is claimed, but we do

contend that the fact, as shown by the books, that

this entry was not made until February 24, 1926,

and that the water well of the Midwest Company

came in before February 13, 1926, indicates that the

determining factor as to the worthlessness of these

obligations did not mat^^.'-ialize until the year 1926.

Furthermore, the plaintiff has misconstrued the basis

of the lower court's determination on this point. The

court did not base its ruling upon the fact that this

entry was not made until February, 1926, neither was

it based upon the fact that the board of directors of

the plaintiff corporation took no action whatever in

regard to this charge off. Although these were evi-

dently circumstances taken into consideration in de-

ciding what the actual basis of this charge off was,
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the real basis of the Court was the finding of fact,

which is amply supported by the evidence, that in

1925 the plaintiffs sustained no loss as to these bonds

(Finding 9, R. 20). The evidence shows (R. 37) that

these bonds were not in default on December 31,

1925.

However, in examining the cases cited by the appel-

lant it is interesting to note that in the ImpeHal

Furniture Company, 9 B. T. A. 713 (Appellant's

Brief, page 27) the bookkeeper was directed to charge

off the amount at the end of the year.

In George H. Frazier, 6 B. T. A. 997 (Appellant's

Brief, page 28), the charge off was allowed because

the worthlessness was ascertained and the bookkeeper

instructed to charge off the debt within the taxable

year.

In Appeal of Baker's Mutual Cooperative Associa-

tion, 20 B. T. A. 593 (Appellant's Brief, page 28),

the Board said, in part:

"We have found as a fact that it was ascertained

in 1924 that * * * the amount owed to petitioner
* * * was worthless."

The same is true of Loritan Investment Company,

21 B. T. A. 1412, American Finxince and Mortgage

Company, 22 B. T. A. 32, Berrymont Land Company

V. Davis Land and Coal Company, (West Virginia
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Supreme Court of Appeals, unreported. See C. C. H.

1931, Sec. 9213) appearing on pages 29, 30, 31,

respectively, of appellant's brief.

The statute specifically requires the development of

tv^o steps before a deduction of this character may be

allowed. First, the debt must be ascertained to be

worthless, and second, it must be charged off during

the calendar year.

"The decision or determination to take the deduc-

tion" (Appellant's Brief, page 32) is of no import-

ance, but as heretofore stated, it is admitted that the

actual entry on the books does not have to be made

during the taxable year, but may be made within a

reasonable time thereafter, providing all of the cir-

cumstances indicate and the evidence shows that the

debt was worthless as of the close of the year within

which its deduction is sought.

The statement of plaintiff on page 33 of its

brief to the effect that the trial judge based his de-

cision on the theory that not only must there be an

ascertainment of worthlessness, but a determination

to take the reduction evidenced by actual entry in the

books of account made before the end of the taxable

year is untenable and is not based upon fact. It is

needless to present argument on this point because a
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mere reading of the opinion of the court below and

the facts as found by it reveal that the decision was

not so founded.

It is true that this Court held, and rightfully so, in

American Savings Bank and Trust Company v. Bur-

net, 45 Fed. (2d) 548 (Appellant's Brief, p. 33) , that a

taxpayer could not, after ascertaining the facts indicat-

ing worthlessness of a ddbt postpone the taking of a

deduction thereof. In this case and the case of Ralph

H. Cross V. Commissioner of Internal Revenue, 54

Fed. (2d) 781, this Court also held that:

"In order for the taxpayer to secure a deduction
of a worthless debt he must charge it off his books
during the year in which he ascertains it to be worth-
less. Unless the ascertainment of worthlessness and
the charging off of the debt occur in the same taxable
year he is not entitled to the deduction."

It is submitted that this plaintiff could not take the

deduction in the year 1925 because at that time it had

not ascertained that the debt was worthless. The real

reason for its placing the deduction in that year and

endeavoring to establish it as such, in spite of the

fact that the evidence in that regard is not sufficient,

is stated on page 22 of appellant's brief, viz. :

*'The appellant had a special reason for giving more
than usual attention to matters of this kind upon
closing its books for the year 1925, for the reason
in the fall of that year it had sold out its manufac-
turing business and ceased active operations. It,
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therefore, knew that this was the last year in which
it would have operating profits against which it could
charge off losses on assets obtained through its manu-
facturing business, and for this reason it looked very
carefully into the assets that it had."

On this same point and after referring to the re-

fusal of the Commissioner of Internal Revenue to

allow this loss in the year 1925 as claimed, the plain-

tiff sets out (Appellant's brief, page 44)

:

"Such an attitude is not fair on the part of the
Government towards the taxpayer. It does not com-
port with the principle that the Government of the
United States does not expect to collect income taxes
on that which is not income. On the other hand, no
injustice results to the Government from the allow-
ance of the deductions involved in this case because
the taxpayer would account for and pay a tax on
income represented by these bonds less the deductions
and if it shall ever realize more than this amount
from them such excess will likewise have to be re-

ported as income and tax paid thereon."

That is to say, in so many words, that because this

taxpayer has gone out of business this deduction

should be allowed even though the debt was neither

ascertained to be worthless nor charged off, as shown

by the surrounding circumstances, as required by

statute.

"The appeal to conscience made by the taxpayer
might be answered generally by saying that in taxa-
tion that guide has little, if any, olace. Dane v.

Jackson, 256 U. S., p. 589. Fort Smith Lumber Com-
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pany v. Arkansas, 251 U. S., p. 532. Forsyth v.

Hammond, 156 U. S., p. 506." George H. Clapp v.

Heiner, 51 Fed. (2d) 224.

The plaintiff sets out further (Appellant's Brief,

page 33) that the Court seemed to consider it fatal

to a recovery that the deduction had not been spe-

cifically ordered by the trustees of the plaintiff, al-

though this point had not been theretofore raised. As

heretofore pointed out, such a statement is absolutely

without foundation. This circumstance was and

should have been considered as one of the elements in

determining the exact situation, but that the de-

termination of this matter was not based thereon is

revealed by a mere reading of the lower court's

opinion.

As a third division of its argument on this point

the plaintiff states (Appellant's brief, page 35) that

a further reason assigned by the lower court for its

decision was that between March 13, 1926, and July

18, 1927, $51,500.00 par value of these bonds were

sold by the plaintiff at prices ranging from 721/2 %
to 90% par, for a total of $41,905.00; and that on

December 31, 1924, $22,000.00 par value were trans-

ferred to a party by the name of Barr, and on Janu-

ary 26, 1925, $2,500.00 was transferred to a party

by the name of Brooks.
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In regard to this situation the court made the fol-

lowing Finding of Fact (R. 20)

:

^'9. From March 13, 1926, until July 18, 1927,

plaintiff sold at 72;i/> to 90% of the par value of

these bonds to the amount of $51,500.00, amountmg
to $41,905.00. On December 31, 1924, the further

sum of $22,000.00 had been transferred to one Barr,

in satisfaction of a claim against it ; and on January

26, 1926, $2,500.00 of the bonds were transferred to

Brooks on account of commissions on sales. No reso-

lution of the board of directors was considered or

passed at any time, directing 'loss on Intermountain

Water and Power Company, $100,000.00' to be

charged on the books of the company as of December

31, 1925, or at any other date, and no such loss at the

time had, in fact, been sustained."

It is immaterial whether or not the transfers to

Barr and Brooks were sales or commissions. The fact

remains that obligations of the plaintiff were satisfied

by the transfer of these bonds, which is tantamount

to the receipt of cash in like amount by it. These

two transfers are material in that they show the

reduction of the total amount of bonds held by the

plaintiff and are material in determining the per-

centage sold at the figure set out in the above finding.

As heretofore set out, the water well in the Salt

Creek Field drilled by the Midwest Oil Company be-

gan producing water during the week preceding Feb-

ruary 13, 1926. It is highly significant, therefore,

that on February 24, 1926, two weeks after this well
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came in, the plaintiff added the $100,000.00 to its

reserve for bad debts. It is also material to consider

the fact that on March 13, 1926, about two weeks

after this charge off had been entered, the plaintiff

sold $10,000.00 par value of these bonds at 90 (R.

37), and the sales continued until the amounts set

out above had been received. In this connection the

attention of the Court is invited to the testimony of

H. K. Monroe, page 39 of the Record, as follows

:

"Q. 'Now, that loss was taken just as a lump
against all the notes, bonds and accounts?'

"A. 'The whole business, yes.'

"Mr. Jones: 'I don't know whether your Honor
understands it.'

"The Court: 'I can't understand how a man can
charge off anything at a loss at a certain price and
then set it up next year as an advance price. That is

what is bothering me and what I am trying to find

out.'

"A. 'The idea is this: we get money tied up in these

bonds and we felt—stocks and notes, etc.—we felt

we had suffered a loss
—

'

"The Court (interrupting) : 'You wanted to dis-

tribute it to somebody else?'

"A. 'That is the idea exactly.'

"'The Court: 'Then you had not charged it off?'

"A. 'In our judgment we felt the bonds were not
worth any more than that.'

"The Court: 'Yet sold for more—it would not be
presumed you sold for more than it was worth.'

"A. 'A few of them were sold, we knew and as
events proved, we could not sell a great many of them

;

the market was very thin ; we knew that.'
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"The Court: Tou did not suffer a loss on them

for you had not charged it off on all of them?'

"A. 'I think we did.'

"The Court :
' Yes, as it turned out, as I under-

stand from the evidence but at the time it was
charged—

'

"A. (Interrupting) 'We did not know we were

going to sell any of them.'

"The Court : 'Did not know you were going to sell

any, as a matter of fact.'

"A. ^Correct'."

These sales, connected with the testimony as above set

out, reveals that the court was amply justified in

reaching the conclusion it did in regard to this item.

In the cases cited by plaintiff, starting on page 36

of its brief, the years for which the deductions are

sought to be made are in all cases but one, several

years prior to the recovery of any money upon the

d^bt.

The one exception is the Berrymont Land Company

V. Davis Creek Land and Coal Company (not in Fed-

eral reports, but see 1931 C. C. H., paragraph 9213),

and in that case it appears that in the latter part of

1919 or early in December, the Davis Creek Company

contracted with the Interstate Coal and Dock Com-

pany to sell it all of its output of coal. Shipments

were made throughout the year 1920 but towards the

end of the year the purchaser became delinquent in
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payments for the coal and consequently the Davis

Creek Company closed down its mines and made no

further shipments except on January 4, 1921, when

it shipped four cars of coal which had been mined just

prior to the closing of the mines on December 27,

1920. After the Davis Creek Company closed its

mines the Interstate Company owed it on December

31, 1920, $23,717.58 to which must be added the price

of the four cars of coal shipped on January 4, 1921,

or $1,490.70, making a total of $25,208.28. In Janu-

ary, 1921, the Davis Creek Company succeeded in col-

lecting from the Interstate Company $9,591.70, leav-

ing a balance of $15,616.58, and this is the amount

which was claimed and which the court allowed as a

bad debt deduction from gross income for 1920.

In an endeavor to overcome its lack of proof to sus-

tain the propositions put forward by it, the plaintiff

endeavors to shift the burden of proof and in support

thereof cites the decision of the United States Circuit

Court of Appeals for the Second Circuit in Com Ex-

change Bank v. U. 5., 37 Fed. (2d) 34. The situation

there presented is not analagous to the situation which

was before the lower court, in that in the Corn Ex-

change case the court said that "if the Government

wished to show that this claim had any market value

in the year 1918," it should have offered some testi-



37

mony instead of resting on plaintiff's case. It is

submitted that there is a wide difference between

market value and actual value in many instances.

We are not concerned with the market value of any

items in the instant case. We are not concerned with

the establishment of the value of any article. It is for

the plaintiff to show that the articles which it once

claimed were of considerable value had on December

31, 1925, reached a point where they were valueless.

In a decision rendered January 23, 1932, the United

States Circuit Court of Appeals for the Third Circuit

in the case of Wilmington Steamboat Company, Plain-

tiff-Appellant, V. Edward L. Sturgess, Collector of

Internal Revenue for the First District of New Jer-

sey, Defendant-Appellee (not officially reported; see

C. C. H. 1932, p. 8354), said, in part:

"Passing this question, the second question is: was

a loss sustained as a result of the liquidation of the

Merchants Transportation Company, a subsidiary of

the plaintiff? This is purely a question of fact. The

trial court, remembering that the plaintiff had the

burden of proof, weighed the evidence and decided the

case in favor of the defendant. The Internal Revenue

Commissioner determined that the additional tax

ought to be recovered and assessed it. The decision

of the Commissioner has been repeatedly held to be

prima facie evidence that the tax was correctly as-

sessed. Wickwire v. Reinecke, 270 U. S. 101. U. S.

v. Rindskopf, 105 U. S. 418; and many other cases.
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"In all the circumstances of the case, it seems to us

that the burden of proof which rested upon the plain-

tiff to establish the loss, was by no means sustained."

No evidence was adduced at the trial of this case

showing the partial worthlessness of this debt. Con-

sequently, the alternative request of the plaintiff set

out as the 3rd paragraph on page 51 of appellant's

brief should be denied.

In connection with this bad debt deduction under

the statute it is pointed out that, as the courts have

repeatedly said, only a question of fact is involved.

The result is that every case must stand upon its own

particular facts and if the debt is ascertained to be

worthless and charged off within the taxable year then

it is deductible. It is also true that if a debt is par-

tially worthless that portion may be charged off. But

it is submitted that in determining whether or not

the debt was ascertained to be worthless and the

charging off actually occurred within the taxable

year, it is essential to consider all of the surrounding

circumstances and to determine the intention of the

parties as reflected by their own actions. On that

basis the decision of the Court below was amply

justified.
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CONCLUSION

It is, therefore, respectfully submitted that

—

1. The only question before this Court in regard

to the Intel-mountain Water and Power Company

deduction is whether or not the facts found support

the judgment of the lower Court.

2. That no question is presented to this Court by

the Record in this case of the Securities Committee

Expense item.

3. That the facts found support the judgment.

4. That on the merits the plaintiff is not entitled to

the deductions claimed, and

5. The judgment of the lower court should be

affirmed.

All italics in this brief have been inserted by

appellee.
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